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Introduction

Please state your name and business address.

My name is Thomas S. Smith My address is 9800 Mount Pyramid Court, Suite 400,
Englewood, Colorado 80112.

By whom are you employed and in what capacity?

| am the CEO/President of Cognigen Networks, Inc. (“Cognigen”)

Please give a brief description of your background and experience in business
and telecommunications.

Prior to becoming CEO and President of Cognigen Networks, Inc., | was a shareholder
of the law firm Jones & Keller, P.C. | was also a partner of and special counsel to the law
firm Dorsey & Whitney, LLP, and a partner with the law firms Smith McCullough, P.C.
and Hopper and Kanouff, P.C. | graduated from Duke University and received my law
degree from the University of North Carolina.

What is the purpose of your testimony

The purpose of my testimony is to describe the nature of Cognigen’s proposed service
offerings within the State of South Carolina, and to demonstrate its financial, managerial,
and technical ability to provide the telecommunications services for which authority is
sought herein.

Do you intend to incorporate by reference any documents into your testimony?
Yes. | wish to incorporate by reference the underlying Application filed in this proceeding
and its associated exhibits.

The Business of Cognigen

Has Cognigen registered to do business in South Carolina?
Yes. Cognigen is a corporation organized in the State of Colorado and has been
authorized to transact business within the State of South Carolina. Copies of the

qualifying documents are attached to the Application as Exhibits A and B.
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Please describe the services Cognigen intends to provide within the State of
South Carolina.

Cognigen seeks authority to operate as a reseller of intrastate interexchange
telecommunications services to the public on a statewide basis and to offer a full range
of “1+” interexchange telecommunications services on a resale basis. Specifically,
Cognigen seeks authority to provide MTS, out-WATS, in-WATS, and calling card
services.

What carrier will Cognigen utilize as its underlying carrier for services in South
Carolina?

Cognigen will offer service to its subscribers using facilities of the communications
networks of Sprint, Global Crossing, Qwest, other facilities-based IXCs, and the local
exchange telephone companies.

Is Cognigen currently authorized to provide intrastate telecommunications
services in any other states?

Yes. Cognigen is authorized to provide telecommunications services in the following
jurisdictions: Alabama, Arkansas, California, Colorado, District of Columbia, Florida,
Hawaii, ldaho, lllinois, Indiana, lowa, Kansas, Kentucky, Michigan, Minnesota, Montana,
Nebraska, Nevada (as Intandem Communications Corp.), New Hampshire, New Jersey,
New Mexico, New York, North Carolina, North Dakota, Oregon, Rhode Island, South
Dakota (as Intandem Communications Corp.), Texas, Utah, Vermont, Virginia,
Washington, Wisconsin, and Wyoming.

Does Cognigen intend to file a tariff with the Commission?

Yes, Cognigen will file a tariff similar to the proposed tariff filed along with Cognigen’s
application as Exhibit E in this docket. We believe that Cognigen’s tariff will comport with

all orders, rules, and regulations of the Commission.
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Will Cognigen comply with the Commission’s orders regarding the resale of
interexchange carrier services?

Yes. Cognigen will at all times provide and market interexchange carrier services in
accordance with current Commission policies. In addition, Cognigen at all times provides
interstate services in compliance with all FCC rules and regulations.

Has Cognigen provided any intrastate telecommunications services within the
State of South Carolina?

No it has not.

What rates will Cognigen charge upon receipt of certification?

Cognigen will charge the tariffed rates approved by the Commission.

How will Cognigen market services in South Carolina?

Cognigen will market services through its website.

What Regulatory Treatment is Cognigen seeking in this Application?

Cognigen requests that all of its business service offerings be regulated pursuant to the
procedures described and set out in Docket No. 95-661-C and as modified by Order No.
2001-997-C in docket No. 2000-407-C. It is Cognigen’s intent in this request to have its
business services regulated in the same manner as this Commission has permitted for
by AT&T Communications of the Southern States. Specifically, Cognigen requests:

(@) removal of maximum rate tariff requirements for its business services,
consumer card, operator service, and future private line, and customer
network-type offerings;

(b) that tariff filings for these uncapped offerings are presumed valid upon
filing. If the Commission institutes an investigation of a particular filing
within seven days, the tariff filing will be suspended until further order of the

Commission; and
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(c) any relaxation in the reporting requirements that may be adopted for AT&T
shall apply to Cognigen also.

We understand that the alternative regulation orders were modified by Order No. 2001-
997 so that rate caps for operator-assisted calls where a consumer uses a local
exchange carrier’s calling card to complete calls from locations which have not selected
that local exchange carrier as their toll provider. The order imposed a maximum cap of
$1.75 for operator surcharges for such calls, and a maximum cap of $0.35 related to the
flat per-minute rate associated with these calls.
Managerial, Technical, and Financial Qualifications
Does Cognigen have sufficient managerial, technical, and financial resources and
ability to provide the telecommunications services proposed in its Application?
Yes. Cognigen has sufficient technical, financial, and managerial resources and the
ability to provide the telecommunications services for which authority has been sought
herein. Cognigen’s personnel represent a broad spectrum of business and technical
disciplines, possessing many years of individual and aggregate telecommunications
experience. My qualifications and experience are set forth on page 1 of this testimony.
How does Cognigen handle customer service requests?
Cognigen operates a customer service department that can be reached conveniently by
a toll free number, (877) 608-3769, 9:00 a.m. — 8:00 p.m. Eastern Time.
Please describe the financial condition of Cognigen.
In support of Cognigen’s financial ability to provide the services sought herein, Cognigen
filed a balance sheet with the Commission as Exhibit D to the Application in this
proceeding. The company’s most recent financial statements, Form 10-KSB, are
attached as Exhibit 1.
How will residents of South Carolina benefit from Cognigen’s services and

presence in South Carolina?
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Approval of Cognigen’s Application will serve the public interest by creating greater
competition in the interexchange marketplace. Approval will also provide consumers with
a greater choice of billing options and long distance services for intrastate calls,
promoting more efficient use of the underlying networks. Cognigen'’s participation in
South Carolina’s intrastate telecommunications market will also expand the tax base and
revenue sources for the State.

Why is the company seeking an exemption from maintaining records in
South Carolina?

Cognigen requests a waiver of the requirements of 26 S.C. Reg. 103-610 that a carrier
keep all records required by the Commission’s rules and regulations within the State of
South Carolina. Since the company’s corporate offices are in Washington maintaining its
books and records in South Carolina would be unduly burdensome. Cognigen will have
a registered agent in South Carolina and will bear any costs associated with the
Commission’s inspection of its books and records.

Cognigen would also like an exemption for any policies that might require a carrier to
maintain its financial records in conformance with the Uniform System of Accounts. As a
competitive carrier, Cognigen maintains its books in accordance with Generally
Accepted Accounting Principles; and therefore, does not possess the detailed cost data
required by USOA.

Does this conclude your testimony?

Yes. | would like to thank the Commission for this opportunity to provide information
relevant to Cognigen's Application and am ready to provide any additional information

that the Commission may need in making its decision.



10KSB 1 form_10ksb-063004.htm

1J.5. SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-KSB
[(X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1534
For the fiscal year ended June 30, 2004
[ ] TRANSITION REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition pericd from to

Commission file number 0-11730

COGNIGEN NETWORKS, INC.
{Name of small business issuer in its charter)

(State or other jurisdiction of (I.R.S. Employer
incorporation or organization} Identification No.)
65405 ~ 218th Street, $.W., Suite 305

Mountlake Terrace, Washington 98043

{Address of principal executive offices) {2ip Code)

Issuer's telephona number: ({425} 329-2300

Securities registered under Section 12(b)} of the Exchange Act:
None.

Securities registered under Section 12(g; of the Exchange Act:

Common Stock

Check whether the issuer (1) filed all reports required to be filed by
Section 13 or 15{d} of the Exchange Act during the past 12 months {or for such
shorter period that the registrant was required 1o file such reports}, and (2)
has been subiject to such filing requirements for the past 90 days.

Yes X1 No

Check if there is no disclosure of delinguent filers in response tc ltem
405 of Regulaticn §-B ccntained in this form, and no disclosure will be
contained, to the best of the registrant's knowledge, in definitive proxy or
information statements incorporated by reference in Part TII of this Form 10-K3B
or any amendment to this Form 10-K5B.

o

State issuer's revenue for its most recent fiscal year: 39 10,735,099

The aggregate market value 3
by non-affiliates at September 2z, 2G04, computed by reference to the last sale
price of $0.17 per share on the 0OTC Bulietin Board, was $332,747.

The number of shares outstanding of each of the issuer's classes oi commen
equity »n September 2, 2004, was §,753,972.

Documents Incerporated by Reference



The information required by Items S through 12 and Item 14 is incorpeorated
by reference to our definitive proxy statement or definitive information
statement that we plan to file in connection with our next Annual Meeting of
Shareholders involving the election of directors. We plan to file the definitive
proxy or definitive information statement with the Commission on or before
October 28, 2004.

Transitional Small Business Disclosure Format Yes No 1X i
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* The information required by Items 9 through 12 and Item 14 is
incorporated by reference to our definitive proxy statement or definit*ve
information statement that we plan to file in connection with our next
Annual Meeting of Shareholders involving the =2lecticn of directors. We plan
to file the definitive proxy cr definitive information statement with the
Securities and Exchange Commission on or before October 28, 2004.

PART I
Forward-Looking Statements.
The discussion in  this report contains forward-looking statements,
including, without limitation, statements relating to ocur wholly owned

subsidiary and ug
forward locking statements are rea
expectations will prove to be correc
risks and uncertainties that aife

Although we believe that the expectations refiected in the
:onable, we can give no assurance that such
. Tha forward locoking statements invelve
t our business, financial condition and

results of operations including without limitation, our possikle inability to
become certified as a reqeiler in 2ll Jjurisdictions in which we zpply, the
possibility that our proprietary customer base will not grow as we expect, our

possible inability to obtain additional finar g, the possible lack of
producing agent growth, our possible lack of revenue growth, our possible
inability to add new products and services that generate Increased sales, our



possible lack of cash flows, our possible loss of key personnel, the possibility
of telecommunication rate changes and tﬁchno1oq1gal changes and the possibility
increased competition. Many of thes ks are pbeyond our control. We are not
entitled to rely on the safe harbor provisions of Section 27A of the Securities
Bet of 1933, as amended, or Section 21E of the Securities Exchange Act of 1934,
as amended, when making forward looking statements.

Item 1. Description of Business.
BUSINESS

We were incorporated in May 1983 in Colorado to engage in the cellular
radic and broadcasting business. In June 1983, we changed our name to
Silverthorne Production Company and commenced operations in the oil and gas
industry. These operations were discontinued in 1989. From 1989 tc 1959, we
attempted to locate acquisition prospects and negotiate an acquisition. Our
pursuit of an acquisition did not materialize until August 1999 when we acquired
the assets of Inter-American Telecommunications Holding Corperation ("ITHC").
The acquisition was accounted for as a reverse acquisition. We changed our name
o Cognigen Netwerks, Inc. on July 12, 2000.

We currently sell telecommunications and personal technology services
through multifaceted sales and marketing organizations that utilize the Internet
as a platform to provide customers and subscribers with a variety of
telecommunications and technology based products and services. Through a network
cf independent agents, we have sold our own proprietary preducts and services or
sold as agent third party or outside vendor products and services to customers
and subscribers worldwide. Domestic and internaticnal long distance services
make up a major portion of our sales with prepaid calling cards and paging,
wireless communications, computers and Internet-based telecommunications
products and other products in our sales mix. We sell our own proprietary
products and services and , as agent, have contractual agreements with a variety
of product and service vendors that provide us with a commission percentage of
any sales made through one of our supperted web sites. As agent, our web-based
marketing division sells the products and services of industry leaders such as
ATamp; T Wir
America, T-Mobil, Verizon and Z-tel. Our operations partially are dependent on
our affiliations with third party providers of the products and services that
our agents sell. These third party providers own the rights tc sell these
products and services. Our ability to offer these products and services is
dependent on our agreements with providers being renewed and not terminated. The
non-renewal or termination of a substantial number of these agreements would
have a material adverse affect on our firancial condition and results of
operations, Our marketing engine is fueled by distribution channels through an
Internet presence and through our corps of independent agents and affiliate
groups each with their own customized Web site.

In the mid 1990's, our predecessor recognized the marketing potential of
the Internet and formed what we believe was one of the first companies to create
a marketing operation based exclusively on the Internet. The initial concept was
to ezpand markeglng potential by increasing the number of independent agents
working within our corporate network while at the same time continuing te
increase the number of products and services that these agents could provide to
cur worldwide customer base. To facilitate the manageable growth of this network
and to be able to provide the agents with the support and marketing edge
necessary for success, we developed and deployed the "self. replicating" web
page. This proprietary technology automatically creates a high content,
personaiized set of e-commerce web pages for each new agent at the time the
agent becomes a member of our network. Additionally, an Internet accessible
vate site" is instantly created for the new agent. FEach ag\nf can view the
agent's records, activity and account status on which the agent is working. The
private site also contains customer detail status, recommended training sources,
frequently asked questions and agent benefits. We also adopted a strategy of
enabling each agent to sell telecommunications servic“c and to recruit new
agents. Generally, the criginal agent receives a sales commission override on

nv).[

elass, Broadvox, CNM Network, Nextel, PowerNetGlobal, Sprint, Talk



sales generated by the agents thus recruited. Our commission structure and plan
enables our agents to earn money without the necessity of developing a
subordinate agent base. Our revenue is dependent on sales by our independent
agents. The failure of these agents to achieve sustained sales will materially
adversely affect our financial condition and results of operations.

We use self-replicating welb page technology to run our web-based
operations. If another technology bkecomes the preferred industry standard, we
may be at a competitive disadvantage which, in turn, may require us to make
changes at substantially increased costs. If our technology becomes obsolete at
some time in the future and we are unable to change to an alternate technology
in a cost effective manner, it could materially adversely affect our financial
conditions and results of operations.

As of June 30, 2004, we had made advances of $454,149 to Intandem
Communiications Corp. {Intandem). On April 1, 2003, we and certain principals of
Intandem entered into an aqreement (Funding Agreement) pursuant tc which we
agreed to provide up to $448,093 in a series of loans to Intandem. Effective
February 1, 2004, by mutual agreement of the principals of Intandem and us, the
Funding Agreement was terminated and a separate agreement, the Termination of
Funding Agreement and Settlement Agreement (Termination Agreement), was entered
into.

The Termination Agreement provided that we would convert the notes
receivable of §387,399 into 100% of the outstanding stock of Intandem in
exchange for payments of $10,000 per month for eight months, assumption of up to
approximately $45,000 in liabilities, cancellation of all employment contracts
of the Intandem principals and cancellation of options to purchase our common
stock. As of the date of the Termination Agreement, $414,149 had been funded
under the Funding Agreement. Due to questions of recoverability of this amount
and the remaining commitments under the Termination Agreement, a provision of
$494,14% has been taken in the statement of operations. This provision
represents the $414,149 funding through the date of the Termination Agreement
plus an estimate of remaining commitments under the Termination Agreement which
approximated $80,000 at the time. Approximately $60,000 remains in accrued
liabilities as of June 230, 2004, related to estimated fubures ezpenses relating
to the Terminaticn Agreement.

In conjunction with the Funding Agreement, a consultant was tc be paid,
under his consulting agreement with us, 2 commission that was being negotiated
with us. The commission amount had not yet been determined when questions of
recoverability arose and a provision to write off funded amounts was included in
the statement of operations. It is anticipated that the majority of any
commission paid will be from future Intandem cash flows, if any, in a
combination of cash and some of our common stock, but this can not be assured or
estimated at this time.

On May 12, 2004, after approval by the Board of Directors, we entered into
a Stock for Stock Exchange Agreement with Jimmy L. Boswell, David G. Lucas,
Reginald W. Einkauf and John D. Miller (collectively the Principals) pursuant to
which the Principals agreed to ezchange with us a total of 200,000 shares of our
common stock owned by the Principals for all of the outstanding common stock of
our wholly-owned subsidiary, Cognigen Switching Technalogies, Inc. (CST), and
warrants to purchase 200,000 shares of our common stock at $.3015 per share
effective February 1, 2004. The »sing occurred on May 21, 2004. At the <losing
£ST entered into a Master Services Agreement (MSA) to provide us with
telecommunications rating, billing, provisioning, customer care, conrissioning
and database management for a fee. The MSA is ef tive February 1, 2004, andi
goes for one year pericds unless terminated by either party at the end of each
period with a 30 day notice.

C5T entered into a new note with a then existing
ly $223,000 in debt. All options to purchase our
2es were terminated except for the option to

our comman  stock owned by Jimmy L. Boswell which

As part of the closing,
lender representing approximat
common stock issued teo €8T employ

purchase 200,000 shares of




option expired in August 2004 and was exercisable at $3.68 per share.

At the time of the transaction, Jimmy L. Boswell was the president and a
director of CST. David 6. Lucas was the former chief financial officer and a
director of CST. Reginald W. Einkauf and John D. Miller were former officers and
directors of CST. Mr. Boswell and Mr. Lucas are former officers and directors of
ours. We originally acquired CST in April 2000 when the Principals and another
person sold all of the outstanding stock of CST to us for our common stock.

in conjunction with the Stock for Stock Exchange Agreement, goodwill with a
net book value of $2,893,029 has been written off. With consideration of
approximately $26,000, «calculated using the Black Scholes method of calculation
for the 200,000 warrants, goodwill of $2,893,029 and $168,448 in negative equity
that was assumed by the Principals, and the 800,000 shares of ocur common stock
that were repurchased from the Principals valued at &.31 per share or $248,000,
we recorded a non cash loss of $2,502,583 on this transaction that is included
in our statement of operations for the year ended June 30, 2004.

We had revenue from three customers that generated a total of approximately
25% and 32% of total revenue for the years ended June 30, 2004 and 2003,
respectively

Competition

We compete with all of the companies for whom we sell products as an agent,
with a number of companies that are network marketing telecommunicaticn
companies, and with all cutside vendors who sell telecommunications and personal
communications products directly and over the Internet.

Many of our current and potential competitors have longer operating
histories and significantly greater selling and marketing, technical, financial,
customer support, professional services and other resources than we do. As a
result, these competitors are able to devote greater resources to the
development, promotion, sale and support of their products. Moreover, our
competitors may foresee the course of market developments more accurately than
we do and could develop new technologies that compete with us or even render our
services obsclete. We may not have sufficient rescurces to continue te make the
investments or achieve the technological advances necessary Lo compete
successfully with existing or new competitors. In addition, due to the rapidly
evolving markets in which we compete, additicnal competitors with significant
market presence and financial rescurces, including large telecommunications
companies, may enter our markets, thereby further intensifying competition.

The markets in which we compete are characterized by increasing
consolidation. We cannot predict how industry consolidation will affect our
competitors and we may not be able to compete successfully in an increasingly
consolidated industry. Additionally, because we may be dependent on strategic
relationships with third parties in our industry, any consclidation invelving
these partiss could reduce the demand for our products and otherwise harm our
business prospects. Our competitors that have large market capitalizations or
cash reserves are also better positioned than we are to acquire other companies,
including our competitors, thereby obtaining new technologies or products that
may displace our product lines. Any of these acquisitions could ive our
competitors a strategic advantage that would materially and adversely affect our
business, financial condition and results of operations.

In addition, many of cur competitors have much greater name recognition and
have a more extensive customer base, broader customer relaticnships, significant
financing programs, and broader product offerings than we do. These companies
can adopt aggressive pricing policies and leverage their customer bases and
broader product offerings to gain market share.

We expect that competitive pressures could
reduced margin and loss of market share, which could mater
affect our business, financial condition and results of operations.




The industries in which our agents resell have severazlly experienced a high
rate of customer turnover. The rate of customer turnover is attributable to
several factors including, the non-use of customer contracts, affordability,
customer care concerns and other competitive factors. Our strategy to address
customer turnover may not be successful or the rate of customer turnover may be
unacceptable. Price competition and other competitive factors could also cause
increased customer turnover. A high rate of customer turnover could have a
material adverse affect on our competitive position and results of operations.

Regulation

We are not currently subject to any governmental regulations as an Internet
marketer of telecommunications and technelogy based products and services. We
are authorized pursuant to authority of the Federal Communications Commission
("FCC") to operate as an intrastate and international resale carrier under
Section 214 of the FCC rules. In addition, we are regulated by some state
commissions as a reseller of intrastate long distance telecommunications
services.

The markets for the products and services that we sell are characterized by
a significant number of laws, regulations and standards, inciuding those
promulgated by the FCC. While we believe that our services comply with all
current governmental laws, regulations and standards, we cannot assure you that
we will be able to continue to do so in the future.

Our customers may also require, or we may otherwise deem it necessary or
advisable, that we modify our services to address anticipated changes in the
regulatory environment. Failure of our services to comply, or if we experience
delays in compliance, with the various existing, anticipated, and evolving
industry regulations and standards could adversely affect sales of our existing
and future products. Moreover, the enactment of new laws or regulations, changes
in the interpretation of existing laws or requlations cr a reversal of the trend
toward deregulation in the telecommunications industry, could have a material
adverse affect on our business, financial condition and results of operaticns.
Employees

As of June 30, 2004, we had 12 employees, all of whom are full-time, based
in our offices and facilities in Denver, Cclorade and Seattle, Washington.

Item 2. Description of Property

We lease approzimately 3,353 sguare feet of office space at 6405 2i8th
Street, S.W., Suite 305, Mountlake Terrace, Washington 98C43, pursuant to a
lease that will terminate on July 31, 2007 (unless extended}, and that currently
requires monthly rental payments of $5,100. We also lease approxzimately 1,287
square feet of office space at 3495 Winton Place, Building E, Suite 210,
Pochester, New York 14623, pursuant tc a lease that will terminate on June 30,
2005, and that currently requires meonthly payments of approximately 1,189, and
lease Unit 5C6B at 301 Oxford Valley Road, Yardley, Pennsylvania pursuant to a
lease that will terminate on April 30, 2005 aend that requires monthly zrental
payments of approximately $2,317 per month and & final payment of $4,774. We
will pay $6,478 by December 2004 to buyout the remaining term of the Rochester,
New York facility and are attempting %o sublet the Yardley, Pennsylvania
facility, both of which we previously closed fo oparations.

Item 3. Legal Proceedings.

2004, we ed a lawsuit against American Communications LLC
(American Commun tions), David Stone (Stcene} and Harry Gorlovesky {Gorlovesky)
in the Circuit Court of the Twentieth Judicial Circult in and for Dade County,
Florida. In our complaint, we allege ({1} that American Communications breached a
settlement agreement by not making all of the $100,000 of payments required
thereunder to payeff a promissory note and agreement for $300,000 that was
assigned to and is owed to us and we demanded Judgment of $334,1192 on the
promissory note and agreement plus interest from May 10, 2004: (Z) that we are

In September




owed $61,000 for a dishonored c¢heck of $20,000 written as the last payment due
under the settlement agreement and {3) that Stone and Gorlovesky guaranteed the
promissoly note and agreement and must pay the amount due under the prowissory
note and agreement plus ocur attorneys fees, cost and expenses in collecting on
the promissory note and agreement.

Item 4. Submission of Matters to a Vote of Security Holders.

No matter was submitted to a vote of our security holders during cur fourth
fiscal quarter ended June 30, 2004.
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Total revenue for fiscal 2004 was $10,735,099 compared to $10,916,272 for
2003. Marketing commissions revenue was $5,080,650 for 2004 compared to
56,916,479 for the prior year. Telecommunications revenue was $5,636,291 for
2064 as compared to $3,988,343 for the prior year.

Marketing commissions revenue for 2004 decreased $1,837,829 from that of
2003 or 27%. This decrease reflects a trend that began in our first fiscal
gquarter of 2003 and continued through part of the fourth fiscal quarter of 2004.
We believe this trend was in large part a result of the lack of new product
opportunities for our agents, inadequate customer service and partly from our
strategic transition previously explained. During the second half of fiscal
2004, we entered into agreements to market additional and new products that were
and remain very consumer desirable such as voice over internet protocol (VeoIP)
telephone services, cell phones, satellite television and bundled services for
local and long distance service. We have also emphasized customer service this
year reducing our response time to customer inquiries and order verification.
Marketing additional and new products and better custcmer service has helped
stabilize marketing commissions revenue.

Telecommunications revenue increased $1,647,948 for 2004 compared to 2003,
or 41%. This increase resulted from approximately $2,500,000 of
telecommunications revenue from new proprietary products and services being sold
offset by a decrease of approximately $900,000 of telecommunications revenue
from proprietary products and services that were being sold in the prior year.
Our proprietary customer base increased approximately 15,000 to approximately
26,000 proprietary customers currently. A bigger portion of those proprietary
customers are small business or dedicated customers who have entered into
service contracts with us for usually one to two year periods and who represent
higher months usage than most residential customers. Part of the decrease in
proprietary products and services resulted from our sale of CST to its
principals effective February 1, 2004. As part of the sale, CST maintained
approximately $70,000 in menthly telecommunicaticns revenue, approximately 503%
from a conferencing product it switches through its facilities based switch and
another 50% from a customer base which receives noc new customers Dbut is
primarily a killiing service based customer.

Marketing commissions expense decreased from $3,494,038 for 2603 to
$2,512,429 for 2004, a decrease of 28%. This decrease correlates to the decrease
in marketing commissions revenue explained abocve. Had the payments to
sharehclder described in Note 8 (Stockholders Redemption Agreement} to the
Consolidated Financial Statemants been recorded as marketing commissions expense
instead of a reduction of deferred <comnmissions payable on the balance sheet,
marketing commissions expense wculd have been higher by $526,644. We do not
anticipate recording these payments as marketing commissions expense until
sometime in 2006.

i

Telecommunications expense increased from $409,055 for 2003 te $729,312 for
2004 or T8%. This increase is primarily a result of our strategic transition to
sell more proprietary products and services. These products and services include
those generated through our Intandem created relations which are paid at higher
commission rates than those paid on marketing commissions revenue.

"

Telecommunications operating expenses, primarily carrier costs, increased
5971,359 for 2004 compared to 2003 or 46%, from $2,132,035 to 53,103,3%4. This
increase 1is consistent with the increase in correspending revenue which
increased 41% for the same time period. Telecommunications operating expenses as
a percentage of telecommunications revenue increased from 54% ir 2003 to 55% in

2004,

Selling, general and administrative expenses decreased $124,094 for 20
compared to 2003, or 3%. This decrease is largely attributed to decreases
consulting, legal and accounting fees of $383,409, travel expenses of $83,9]
server and state taxes of $109,668, offset in part by incre Lo expens
related to the increase in preprietary revenues such as crec card,
check and licensing fees of $210,207. Other increases included fees paid to CST
for customer service and switching services, among othexr things, since February




1, 2003 of 8$219,718. BAnother decrease included salzries which decreased
approximately $265,000 for the sale of CST but increased $158,535 for personnel
who were working in our Rochester facility but which facility was shut down
during 2004. We have benefited from decreases to selling, general and
administrative from the CST transaction of approximately $25,000 to $30,000 per
month and from other cost and expense reductions such as reducing unwarranted
expenses and salaries, among other things, of in ezcess of $30,000 per month on
an ongoing basis.

The provision for sale of CST of $2,502,583 relates to the Stock for Stock
Exchange Agreement or sale of CST to its principals. Goodwill with a net book
value of 52,893,029 was written off. The goodwill was recorded in 2000 when we
acquired CST. With consideration of approximately $26,000, calculated using the
Black Scholes method of calculation for the 200,000 warrants awarded, goodwill
of 82,893,029 and $168,448 in negative equity that was assumed by the
principals, and the 800,000 shares of our common stock that was repurchased from
the principals valued at $.31 per share, we recorded a loss of §2,502,583 on
this transaction.

The provision for termination of Intandem Funding of $494,149 results from
a funded amount of $414,149 funding through the date of the Termination
Agreement plus an estimate of remaining commitments under the Termination
Agreement which approximated $30,000 at the time.

Depreciation and amortization decreased $78,689 from $134,587 for 2003 to
$55,898 for 2004. This decreasas was a result of the CST sale as previously
described and to assets becoming fully depreciated.

Interest expense for 2004 of $46,849 was lower by $5,084 from fbat of 2003.
This resulted from lower average outstanding debt cr receivable financing
arrangement levels. Seasonality and Economic Conditicns

Our revenue and sales are not affected by seasons of the year. Inflation

We do

not believe th inflation had a material impact on our results of
operations for

the ;1scal years ended June 30, 2004 or 2003.

Liquidity and Capital Resources

perations primarily from sales of
4 we had cash and cash eguivalents of
211,557. Cash provided by operations

We have historically funded our o
securities and operations. At June 30, 20(
5213,611 and negative working capital of §
during the year ended June 30, 2004 was $2

L

Cash used in investing activities of $177,942 included advances of $241,397
under the terms of the Funding Agreement with Intandem. Cash used in financing
activities of $249,377 primarily included net proceeds from the receivables
fin 1nu1ng agreement of $308,100 offset by the payment of deferred commissions of
526,644 and payment on a note payable of $50,000.

We have & balance outstanding under a receivables financing arrangement as
<f June 30, 2004 of 5308,100. This represents the amount of marketing
commissions receivables that have been sold under an Accounts Receivable
Purchase Agreement {Recaivables Purchass Agreement) with & bank. The Receivables
Purchase Agreement provides for up to $1,25C,00¢ in marketing commis sions
receivable to be used as collateral for advances undern the Receivables Purchase
Agreement of which 653% of the marketing commissions receivable balances are
available in cash advances to the Company. Interest charges are 1.3% per month
on the marketing commissions receivable balances used as collateral. After one
year, the Receivables Purchase Agreement is from year to year unless terminated
in writing by either party. The Company is in compliance with the terms and
conditions of the Receivables Purchase Agreement.

Cash flows generated from operations and from our receivables financing
arrangement were sufficient to meet our worki CARI requirements for the
vear ended June 30, 2004, but may not be suff: WO

king capital




requirements for the foreseeable future or provide for erpansion opporturiities.
Currently, we are slowly reducing our average balarnces outstanding under our
receivakles financing arrangement. We have 1reduced costs and expensas by
reducing personnel, reducing or eliminating unwarranted expenses and have sold
CST, our former subsidiary, which all combined have increased our cash flows in
excess of $50,000 per month. We are looking at variocus financing and equity
opportunities to provide additional working capital or for expansion
opportunities and continue to identify costs and erxpenses that can be reduced or
eliminated. There can be no assurance we will be able to secure additional debt
or equity financing, that we will be able to reduce or eliminate more costs and
expenses or that cash flows from operations will produce adequate cash flow to
enable us to meet all of our future obligations or to be able to expand.
However, we believe that we will be successful in producing sufficient cash
flows from all collective sources to continue for at least the next twelve
months.

Critical Accounting Policies

We have identified the policies below as critical to our business
operations and the understanding of cur results of operations. In the ordinary
course of business, we have made a number of estimates and assumpticns relating
to the reporting of results of operations and financial c¢ondition in the
preparation of our financial statements in conformity with accounting principles
generally accepted in the United States. Actual results could differ
significantly from those estimates under different assumptions and conditions.
We believe that the following discussion addresses our most critical accounting
policies, which are those that are most important to the portrayal of our
financial condition and results of operations and reqguire our most difficult,
subjective, and complex judgments, often as a result of the need to make
estimates about the effect of matters that are inherently uncertain.

OQur critical accounting pclicies are as follows:

o] marketing commissions receivable;
5) goodwill;

o} valuation of long-lived assets;
e} commissions pavable; and

o revenue recognition.

keting Commissions Receivable

Marketing commissions receivable represent amcunts due from outside vendors

for telecommunication services used by subscribers. Typically outside vendors
pay commissions due to us forty five to sixty days after the usage month-end.

An  alliowance for doubtful accounts of $154,357 as of June 30, 2004, has
been established by us to provide for potential wuncollectible accounts and is
deemed to be adequate by management based on historical results.

Soodwill

The excess of the purchase price over net assets acqul
from unrelated third parties is recorded as goodwill. Goodwill resulted from the
acquisition of CST in 2000. In July 2001, the FASB issued Statement of Financial
Bccounting  Standards (SFAS)  Nos. 141 gld 142, "Business Combinations" and
"Goodwill and Cther Intangible Assets. W3 No. 141 reguires all business
combinations initiated after June 30, 2001 te be accounted feor using the
purchase method. Under the quidance of SFAS No. 142, goodwill is no longer
subject to amortization over its estimated useful life. Rather, goodwill will be
subject to at least an annual assessment for impairment by applying a fair value
base test. There was no goodu reanrded as of June 30, 2004 as it was written
off in the transactlion related to the sale of CS8T. See HNote 7 to the
Consolidated Finana Statements.

red by the Company

Valuation of Long-Lived !




We assess valuation of long-lived assets in accordance with Statement of
Financial Accounting Standards No. 121, "Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to be Disposed Of". We periodically
evaluate the carrying value of long-lived assets to be held and used, including
goodwill and other intangible assets, when events and circumstances warrant such
a review. The carrying value of a long-lived asset is considered impaired when
the anticipated undiscounted cash flow from such asset 1is separately
identifiable and is less than its carrying wvalue. 1In that event, a loss is
recognized based on the amount by which the carrying value exceeds the fair
market value of the long-lived asset. Fair market value is determined primarily
using the anticipated cash flows discounted at a rate commensurate with the risk
involved.

Commissions Payable

Commissions payable represent amounts due o agents for commissions related
to the usage for which we are due marketing commissions revenue from our outside
vendors and commissions payable on sales of telecommunications revenue., It is
our policy to pay commissions to our agents only after receiving commissions
revenue due from our outside vendors. This policy results in approximately two
months commission payable on outside vendor commission revenue at any point in
time. Commissions are paid on telecommunications revenue usually within one to
twe months of generating the telecommunications revenue.

Revenue Recognition

Marketing Commissions

Marketing commissions revenue from the sale of 1
personal communication devices and marketing products i
of sale.

ng-distance telephone
recognized at the time

Telecommunications

Telecommunications calling card and pin revenue 1s recorded when the
calling cards and pins are shipped. Our policy is to delay shipment of cailing
cards and pins for a two-week period after receipt of cash to allow for
processing. This delay results in deferred revenue, which is recorded as a
liability until the calling cards are shipped. Calling card revenue includes
amounts paid for the cost of the telecommunications services provided by
third-party carriers.

4

Telecommunications long distance phone services revenue is recorded when
services are renderad.

Telecommunications prepaid leng distance phone service is 1nitially
recorded as deferred revenue and is recognized as the prepaid minutes are used
by the customer.

Recently Issued Accounting Pronouncements

December 2003, the Financial Accounting Standards Board (FASB} issued
SFAS  Ko. 132, T"Bmployers' Disclosures about Pensions and Other
~ement Benefits”. The revision reguires additional annual disclosures
to information describing the types of plan assets, investment strategy,
errent  dates plan obligations and cash flows. The revision alsc required
quarter v disclosures deta1l‘*q the componerits of net periodic benefit cost
r&cogn¢“ed during the interim period. 2 adoption of tt Standard has not had
a material effect on our financial statements.

In March 2004, the FASB approved the consensus reached on the Emerging
fssues Task Force {(EITF) Issue No. (3-1, "The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments.” The objective of this
Issue is tc provide guidance for identifying impaired investments. BEITE 03-1
also provides new disclosure requirements for lrvexfments that are deemed to be
temporarily impaired. The accounting provisions of 03-1 are effective for




all reperting periods beginning after June 15, 2004, while the disclosure
requirements are effective only for annual periods ending after June 15, 2004,
We have evaluated the impact of the adoption of EITF 03-1 and do not believe the
impact will be significant to our overall results of operations or financial
position.

Forward Looking Statements

Certain of the information discussed herein, and in particular in this
section entitled "Management's Discussion and Analysis or Plan of Operations,”
contains forward looking statements that invelve risks and uncertainties that
might adversely affect our operating results in the future in a material way.
Such risks and uncertainties include, without limitation, our possible inability
to become certified as a reseller in all Jjurisdictions in which we apply,
possibility that our proprietary customer base will not grow as we expect, our
possible inability to obtain additional financing, the possible lack of
producing agent growth, our possible lack of revenue growth, our possible
inability to add new products that generate sales, our lack of cash flows, our
possible 1loss of key personnel, the possibility of telecommunication rate
changes and technological changes and the possibility of increased competitiomn.
Many of these risks are beyond our «control. We are rnot entitled to rely on the
safe harbor provisions of Section 27A of the Securities Act of 1933, as amended,
or Section 21E of the Securities Exchange Act of 1934 as amended, when making
forward-looking statements.

We are an Internet and relationship enabled marketer of long distance
telephone and personal communicaticns services. We earn revenue in two ways.
First, we earn commissions revenue from a number of cutside vendors whom we
represent on our agent web sites and sell their products and services via
contractual agreements. Second, we earn telecommunications revenue through sales
of our own proprietary products and services through our agent web sites..

Item 7. Financial Statements.
is made to the financial statements, the reports thereon and the

o
o included as a part of this Annual Repcrt on Form 10-KSB, which
tements, reports and notes are incorporated herein by reference.
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INDEPENDENT AUDITORS' REPORT

To the Board of Directors and Stockholders
Cognigen Networks, Inc.
Mountlake Terrace, Washington

We have audited the accompanying consolidated balance sheet c¢f Cognigen
Networks, Inc. and subsidiary as of June 30, 2004, and the related consolidated
statements of operations, changes in  stockholders' equity (deficit) and cash
flows for the vears ended June 3¢, 2004 and 2092. These <consolidated financial
statements are the responsibility of the Company's nanagement . Our
responsibility 1is to express an opinicn on these consolidated financial
statements based on our audit.




We conducted our audit in accordance with the standards «<f the Public Accounting

Oversight Board (United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the consclidated

financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in
the consolidated financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well
as evaluating the overall consolidated financial statement presentation. We
believe that our audit provides a reascnable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present
fairly, in all material respects, the financial position of Cognigen Networks,
Inc. and subsidiary as of June 30, 2004, and the results of their operations and
their cash flows for the years ended June 30, 2004 and 2003 in conformity with
U.S. generally accepted accounting principles.

/s/Ehrhardt Keefe Steiner amp; Hottman PC

Ehrhardt Keefe Steiner amp; Hottman PC
September 2, 2004
Denver, Colorado
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Supplemental disclosure of cash flow information:

Cash paid for interest was $46,84% and $25,514 for
respectively.

[N
<
O
w2,

and 20063,

Supplemental disclosure of non-cash activity:

During the year ended June 30, 2004:
The Company issued 200,000 warrants to the principals of CST and
received 800,000 shares of common stock in the Stock for Stock
Exchange Agreement.
The Company accrued dividends on preferred stock totaling $40,000.

During the year ended June 30, 2003:
The Company issued 400,000 shares of common stcock and 500,000 options
to purchase common stock in exchange for an approximzte 32% interest

in AIC and a $300,000 Promisscry Note and Agreement.

The Company issued 35,000 shares of common stock to a new independent
director of the Company. These shares were valued at $13,647.
The Company accrued dividends on preferred stock totaling $28,225.
See notes to consolidated financial statements.
COGNIGEN NETWORKS, INC.

Notes to Consolidated Financial Statements

Note 1 - Description of Business and Summary of Significant Accounting Policies

Cognigen Metworks, Inc. (the Company) was incorporated in May 1983 in the State
of Colorado to engage in the cellular radio and broadcasting business and to
engage in any other lawful activity permitted under Ceclorado law. In June 1988,
the Company changed its name to 3ilverthorne Production Company (Silverthorne;}
and commenced operations in the oil and gas industry. These operations were
discontinued in 1989. Between 1989 and 1699, Silverthorne attempted tc locate
acquisition prospects and negotiate an acquisition. Silverthorne's pursuit of an
acquisition did not materialize until August 20, 1999, with the acquisition of
the assets of Inter-Bmerican Telecommunications Helding Corporation ({ITHC),
which was accounted for as a reverse acquisition. The surviving entity changed
its name to Cognigen Networks, Inc. on July 12, 2000. The Company i3 an Internet
and relationship enabled marketer of long distance telephone and personal
communications services. Revenue is generated in two ways. First, marketing
commissions revenue is generated from a number of vendors who are represented on
the Company's agent web sites and for whom the Company sells their products and
services via ocontractual agreements. Second, telecommunications revenue is
generated through sales of the Company's proprietary products and services
through the Company's agent web sites.

Principles of Consolidation

The accompanying consolidated financial statements include the accounts of
Cognigen Networks, Tnc. and its subsidiaries, Cognigen Switching Technolcgies,
Inc. {(CST) through January 31, 2004 and Intandem Communications Corp. (Intandem)
since February 1, 2004 See Note 5 regarding information regarding the sale of
CST and Note 7 for information on Intandem. ALl intercompany accounts and
transactions have been eliminated in consolidation.



Cash

The Company considers all highly liguid instruments purchased with an criginal
maturity of three months or lebo to be cash. The Company continually monitors
its positions with, and the credit quality of, the financial institutions with
which it invests. As of the balance sheet date, balances of cash and cash
equivalents exceeded the federally insured limit by approximately $328,550.

Marketing Commissions Receivable

Marketing commissions receivable represent amounts due from outside vendors of
telecommunication products and services used by subscribers. Typically outside
vendors pay commissions due to the Company forty five to sixty days after the
usage month-end.

An allowance for doubtful accounts of $154,357 at June 30, 2004 has been
astablished by the Company to provide for potential uncollectible accounts and
is deemed to be adequate by management based on historical results. The Company
had marketing commissions revenue from three customers that generated 25% and
32% of total revenue for the years ended June 30, 2004 and 2003 respectively

Inventory

Inventory consists of prepaid calling cards held for resale and is stated at the
lower of cost or market, determined using the first-in, first-out method (FIFO).
Calling cards are purchased from a variety of vendors at a discount from the
face value. Excise tax of 3% of the face value is paid at the time of purchase.
When the calling cards are sold, the excise tax is collected and offset against
the prepaid excise tax.

Property and Equipment

Property and equiome“ is stated at cost. Depreciation is provided utilizing the
straight-line ethod over the estimated useful lives for owned assets, ranging
from 3 to 7 years.

Goodwill

The excess of the purchase price over net assets acquired by the Company from
unrelated third parties is recorded as goodwill. Gocdwill resulted from the
acquisition of CST. In July 2001, the Financial Accounting Standards Board
{FASB} issued tatement of Financial Accounting Standards (SFAS) Nos. 141 and
142, "Business Combinations” and "Goodwill and Other Intangible Assets." SFAS
No. 141 requires all business combinations initiated after June 30, 2001 to be
accounted for using the purchase method. Under the guidance of SFAS No. 142,
goodwill is no longer subject to amortization over its estimated useful life.
Rather, goodwxll w1ll be subjeut to at least an annual assessment for impairment
by applying a st. There was nc goodwill recorded as of June
30, 2004 as i in the transaction related to the sale of CST.
See Note 7.

t

Valuation of Long-Lived Assets

o

The Company assesses valuation of long-lived assets in accordance with SFAE No.
121, T"Accounting for the Impairment of Long-Lived Assets and for Long-Lived
A

ssets to be disposed of". The Company periodically evaluates the carrying value
of long-lived assets to be held and used, including goodwill and other

intangible assets, when events and circumstances warrant such a review, The
carrying value of a long-lived asset is considered impaired when the anticipated
undiscounted cash flow from such asset is separately identifiable and is less
than its carrying value. In that event, a loss ils recognized based on the amount
by which the carrying value exzceeds the fair market value of the long-lived
asset. Fair market value is determined primarily using the anticipated casgh
flows discounted at a rate commensurate with the risk involved.

A

ounts Receivable




At the time the accounts receivable are originated, the Company considers a
reserve for doubtful accounts based on the creditworthiness of the customer. The
provision for uncollectible amounts is continually reviewed and adjusted to
maintain the allowance at a level considered adequate to cover future losses.
The allowance is management's Dbest estimate of uncollectible amounts and is
determined based on historical performance that is tracked by the Company on an
ongoing basis. The losses ultimately incurred could differ materially in the
near term from the amounts estimated in determining the allowance. The allowance
was $258,107 as of June 30, 2004.

Commissions Payable

Commissions payable represent amounts due to agents for commissions related to
the usage for which the Company is due marketing commissions revenue from its
outside vendors and commissions payable on sales of telecommunications revenue.
It is the Company's policy to pay commissions to its agents only after receiving
commissions due from its outside vendors. This pelicy results in approximately
twe months commission payable at any point in time. Commissions are paid on
telecommunications revenue usually within one to two months of generating the
telecommunications revenue.

The Company recognizes deferred tax liabilities and assets based on the
differences between the tax basis of assets and liabilities and their reported
amounts in the financiel statements that will result in taxable or deductible
amounts in future years. Deferred tax assets and liabilities are measured using
enacted tax rates expected to be recovered or settled. The effect on deferred
tax assets and liabilities of a change in tax rates is recognized in income in
the pericd that includes the enactment date.

Revenue Recogniltion

Marketing Commissions

Marketing commissions revenue from the sale of long-distance telephone, personal
communication devices and marketing preducts is recognized at the time of sale.

Telecommunications

Telecommunications calling card and pin revenue is recorded when the calling
cards and pins are shipped. The Company's policy is to delay shipment of calling
cards and pins for a two-week period after receipt of cash to allow for
processing. This delay results in deferred revenue, which is recorded as a
liability until the calling cards are shipped. Calling card revenue includes
umounta id for the cost cf the telecommunications services provided by
third- carriers.

paid
arty
Telecommunications long distance phone service ravenue is recorded when services

are rendered.

nications prepaid long distance phone service is initially recorded as
d terlpc revenue and is recognized as the prepaid minutes are used by the

The preparation of financial statements in conformity with acccunting principles
generally accepted in the United States of America requires management to make
estimates and assumptions that affect the reported amounts of assets and
liabilities, disclosures of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during
the reporting peried. Actual results could differ from those estimates.




Basic_Loss Per Share

o

The Company applies the provisions of 3FAS No. 128, "Earnings Per Share”. All
dilutive potential common shares that have an anti-dilutive effect on diluted
per share amounts have been excluded in determining net income (loss) per share.
Shares issued in the initial capitalization of the Company have been treated as
outstanding since inception.

Bdvertising Costs

The Company expenses advertising costs as incurred. Tctal advertising costs for
the years ended June 30, 20604 and 2003 were $106,634 and 5151,951, respectively.

Recently Issued Accounting Proncuncements

In December 2003, the FASB issued revised SFAS No. 132, "Employers' Disclosures
about Pensions and Other Postretirement Benefits". The revision requires
additional annual disclosures related to information describing the types of
plan assets, investment strategy, measurement dates, plan obligations and cash
flows. The revision also required new quarterly disclosures detailing the
compenents of net periodic benefit cost recognized during the interim period.
The adoption of this Standard has not had a material effect on the Company's
financial statements.

In March 2004, the FASB approved the consensus reached on the Emerging Issues
Task Force (EITF) Issue No. 03-1, "The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments." The objective of this
Issue is to provide guidance for identifying impaired investments. EITF 63-1
also provides new disclosure reguirements for investments that are deemed %o be
temporarily impaired. The accounting provisions of EITF 03-1 are effective for
all reporting periods beginning after June 15, 2004, while the disclosure
requirements are effective only for annual periods ending after June 15, 2004.
The Company has evaluated the impact of the adoption of EITF 03-1 and does not
believe the impact will be significant to the Company's overall results of
operations or financial position.

Reclassifications

Certain amounts in the 2003 consolidated financial statements have bean
reclassified te conform to the 2004 presentation.

Note 2 — Basis of Presentation

On Octeber 15, 2001, a one-for-eight (1:8) reverse stock split tock place and
has been reflected retroactively in these financial statements.

Note 3 - Property and Equipment
Property and equipment consist of the follewing at June 30, 2004:

Furniture and fixtures ...... 5
Computer equipment ..........
Equipment ..........0iieinaen
Leasehold improvements ..... .
Software ... ia e

Less accumulated depreciation

Note 4 - Notes Receivable



American Communications , LLC

As of June 30, 2004, the Company had a recorded note receivable outstanding of
$20,000 from American Communications, LLC (American Communications) in
accordance with a $300,000 Promissory Note and Agreement due in October 2004. As
of June 30, 2004, an allowance for doubtful accounts of $20,000 had been
established on this balance due to the uncertainty of collection. This note
bears interest at 12% payable annually, is secured by the personal guaranty of
the principals of American Communications, and is in default. This note was
acquired by the Company in October 2002 as part of the agreement dated October
17, 2002 with Stanford Venture Capital Holdings, Inc. described in more detail
in Note 7 Stockholders' Equity.

cquisition of Intandem

As of June 30, 2004, the Company had made advances of $454,149 to Intandem. On
April 1, 2003, the Company and certain principals of Intandem entered into an
agreement (Funding Agreement) pursuant tc which the Company agreed to provide up
to $448,093 in a series of loans to Intandem. Effective February 1, 2004, by
mutual agreement of the principals of Intandem and the Ccmpany, the Funding
Agreement was terminated and a separate agreement, the Termination of Funding
Egreement and Settlement Agreement (Termination Agreement)}, was entered into.

The Terminaticn Agreement provided that the Company would convert the notes
receivable of $387,399 into 100% of the outstanding stock of Intandem in
exchange for payments of $10,000 per month for eight ncnths, assumption of up to
approximately $15,000 in liabilities, cancellaticn of all employment contracts
of the Intandem principals and cancellation of options to purchase commcn stock
of the Company. As of the date of the Termination Agreement, $414,149 had been
funded under the Funding Agreement and Termination Agreement. Due to guestions
of recoverability of this amount and the remaining commitments under the
Termination Agreement, a provisicn of $494,149 has bkeen taken in the statement
cf operations. This provisicn represents the $414,149 funding through the date
of the Termination Agreement plus an estimate of remaining commitments under the
Termination Agreement which approximated $80,000 at the time. Approximately
$60,000 remain in accrued liabilities as of June 30, 2004 related to sstimated
futures expenses relating to the Terminaticn Agreement.

In conjunction with the Funding Agreement, a consultant was to be paid, under
his consulting agreement with the Company, a commissicn that was belng
negotiated with the Company. The commission amcunt bad not yet been determined
when questions of recoverability arcse and a provision <tc write off funded
amounts was included in the statement of operaticns. It is anticipated that the
majority of any commission paid will be from future Intandem cash flows, if any,
in & combination of cash and some common stock of the Company, but this can not
be assured or estimated at this time

Note 6 - Recgeivables Financing Arrangement

The balance of receivables financingy arrangement as of June 30, 2004 is
$308,100. This represents the amount of marketing commissions receivables that

have been sold under an Accounts Receivable Purchase Agreement (Receivables
Purchase Rgreement) with a bank. The Receivabl Purchase Agreement provides for
up to $1,250,000 in marketing commissions receivable to be used as collateral

for advances under the Receivables Purchase Aqreement of which €5% of the
marketing commissions receivable balances are available in cash advances to the
Company. Interest charges are 1.3% per month on the marketing commissions
receivable balances used as collateral. “he bank was given a Security Agreement
in the assets of the Company includin any of the Company's copyrights,
tradenarks, patents and mask works as a ondition to the Recelvzbles Purchase
Agreement. Facility, audit and due diligence £fees were paid to the bank of
$15,976. In addition, finder's fees were paid to a party who may ke deemed to be
a related party of $19,237, Both of these amcunts are being amortized into




interest expense over the term of the Receivables Purchase Agreement which is
one year. After one year, the Receivables Purchase Agreement is from year to
year unless terminated in writing by either parcy.

Note 7 — Income Taxes

The Company recognizes deferred tax liabilities and assets for the expected
future tax consequences of events that have been included in the financial
statements or tax returns. Deferred tax assets and liabilities are determined
based on the difference between the financial statement and tax basis of assets
and liabilities wusing the enacted tax rates in effect for the year in which the
differences are expected Lo reverse. The measurement of deferred tax assets is
reduced, if necessary, by the amount of any tax benefits that are not expected
to be realized based on available evidence.

The Company's temporary differences result primarily from differing depreciaticn
and amortization periods of certain assets, provision for doubtful accounts, net
operating loss carryforwards and the recognition of certain expenses for
financial statement purpcoses and not for tax purposes. The Company has
approximately $3,700,000 of net operating loss carryforwards, which expire in
varying amounts through 2024, if unused.

The net current and long-term deferred tax assets and liabilities in the
accompanying balance sheet include the following:

Current deferred tax asset ........ S 185,000

Current deferred tax liability .... -

Valuation allowancCe ......e.eeesens {185,000}
Net current deferred tax asset . 3 ~-=

Long-term deferred tax asset ...... $ 1,397,000

Long-term deferred tax liability .. -

Valuation allowance .........-...... {1,397,000)
Net long-term deferred tax asset S -

Temporary differences and carryforwards giving rise to a significant portion of
deferred tax assets and liabilities are as follows at June 30, 2004:

Current
Aliowance for doubtful accounts $ i85, 000
Long-term
Net operating loss carryforwards 1,389,000
Property and equipment ......... 8,000
Less valuation allowance ....... (1,582,000}
$ -

The provision for income taxes reflected in the consolidated statements of
cperations ro, as such there are no separate components.

The following is a reconciliation of the statutory federal income tax rate
ap ed to pre-tax accounting net loss compared to the income taxes in the
consolidated statements of operations:

For the Years Ended
June 3



Income tax expense (benefit) at the statutory rate .... $(1,073,739) S 134,478

State and local income taxes, net of federal income tax {105,763) 13,246
Change in valuation allowance ..........vcuvunun. e 1,202,000 {194,000)
Nondeductible eXpenses .....uini e eeirennen e ennneenen. 2,727 8,717
Other timing differences, net ...........iiuinunnenn.. (25,225) 37,559
Deferred income tax benefit .........c.iiiiiiiniennn. e $ - $ -

Note 8 ~ Stockholders' Equity (Deficit)

Preferred Stock

As of June 30, 2004, the Ccmpany has authorized 20,000,000 shares of preferred
stock. During fiscal 2003, the Company designated 500,000 shares as 8%
Convertible Series A,

On October 17, 2002 the Company issued 500,000 shares of 8% Convertible Series A
Preferred Stock (Preferred Stock) to Stanford Venture Capital Holdings, Inc. for
$500,000. Each share of the 8% Convertible Series A Preferred Stock is
convertible, at the option of the holder, into one share of the Company's common
stock for a period of five years. After five years the Preferred Stock is
automatically converted to common stock. The Preferred Stock does not have
voting rights and has a liguidation preference of $1.00 per share. 1In
conjunction with the issuance of the Preferred Stock, the Company paid $30C, 000
in cash and issued 64,516 shares of the Company's common stock valued at $20,000
to unaffiliated third-parties as a finders' fee.

Dividends on the Preferred Stock are cunulative at the rate of 8% per annum of
the 1liguidation value, $1.00 per share, are payable in cash, when and if
declared by the Board of Directors, and are preferential to any other junicr
securities, as defined. The Board has not declared any such dividends. Because
of the cumulative nature of these dividends, the Company has accrued dividends
as of June 30, 2004 of $68,225.

v

[

Common_Stock

As part of the agreement dated October 17, 2002 discussed above, Stanford
Financial Group Company, Inc. agreed to transfer to the Company, an approzimate
32% interest in American Communications, a private company, and a $306,000
Promissory Nobte and Agreement due in October, 2004 in exchange for 400,000
shares of the Companv's common stock, two-year warrants to purchase 150,600
shares of the Company’'s common stcck at an exercise price of $.50 per share and
five-year warrants to purchase 350,000 shares of the Company's common stock at
an exercise price of $.75 per share. This transaction was completed on February
5, 2003 and the stock and warrants were issued.

On February 3, 2043, the Company ntered into a letter of intent with David
Steone and Harry Gorlovezky, members of Amerlcdn Communications, pursuant to
which Messrs. Stone and Gorlovezky 1P41kated their intent to acquire the
approrimate 32% interest in American Communications that the Company acquired
from Standferd Financial for a cash consideration of $22,5C0. In addition,
Messrs. Stone and Gorlovezky had a right wuntil June 10, 2003 to acguire the
5300,060 Promissory Note and Agreement due in Qctober 2004 for a price of
$77,500 in cash. The $22,500 was received and the 32% interest in American
Communications was delivered to Messrs. Stone and Gorlovezky. The option to
acquire the $5300,000 Promissory ©Note and Agreement for $77,500 was not
exercised, however a subsequent agreement (Subseguert Agreement) was reached
with American Communications and Mz, Stone to acquire the $300,000 Promissory
Note and Agreement for $100,000 payable $20 ,OOO per month threcugh July of 2004,

580,000 of the 3$100,000 was received. Because of the rewmaining $Z0, 000 was not

@



received in accordance with the terms of the Subsequent Agreement, the $80,000
is to be applied to the principal and interest due under $300,000 Promissory
Note and Agreement. As of June 30, 2064, the Company had a recorded note
receivable outstanding of $20,000 in relation to the Promissory Note and
Agreement. Also as of this date, an allowance for doubtful accounts of $20,000
had been established on this balance due to the uncertainty of collection.

In April 2003, 35,000 shares were issued to a new member of the Board of
Directors of the Company. The shares were valued at §13,647, which approximates
fair wvalue, and are included in the 2003 operating results as stock-based
compensation expense.

Stock Ffor Stock Exchange Agreement

On May 12, 2004, after approval by the Board of Directors, the Company entered
into a Stock for Stock Exchange Agreement with Jimmy L. Boswell, David G. Lucas,
Reginald W. Einkauf and John D. Miller (colliectively the Principals} pursuant to
which the Principals agreed to exchange with the Company a total of 800,000
shares of the Company's common stock cwned by the Principals for all of the
outstanding common stock of the Company's wholly-owned subsidiary, C3T, and
warrants to purchase 200,000 shares of the Company's common stock effective
February 1, 2004. The closing occurred on May 21, 2004. At the closing CST
entered into a Master Services Agreement (MSA) to provide the Company with
telecommunications rating, billing, provisioning, customer care, commissioning
and database management for a fee. The MSA is effective February 1, 2004 and
goes for one year periods unless terminated by either party at the end of each
peried with a 30 day notice.

As part of the closing, C3T entered into a new note with a then existing lender
representing approximately $223,000 in debt. All options tc purchase commen
stock of the Company issued to CST employees were terminated except for the
option to purchase 206,000 shares of the Company's common stock owned by Jimmy
1. Boswell which option expired in Rugust 2004 and was exercisable at $3.68 per
share.

Jimmy L. Boswell is the President and a Director of CST. David G. Lucas is the
former chief financial officer and a Director of CST. Reginald W. Einkauf and
John D. Miller are former officers and Directors of CST. Mr. Boswell and Mr.
Lucas are former officers and Directors of the Company. The Principals and
another person scld all of the outstanding stock of CS5T to the Company for
shares of the Company's common stock in April Z0GO.

In conjunction with the Stock for Stock Exchange Agreement, goodwill with a net
book value of $2,893,029 has been written off. With consideration of
approzimately $26,000, calculated using the Black Scholes method of calculation
for the 200,500 warrants, goodwill of $2,893,029 and $168,448 in negative equity
that was assumed by the Principals, and the 800,006 shares of the Company's
common stock that was repurchased from the Principals wvalued at $.31 per share,
the Company recorded a loss of $2,5(2,583 on this transaction that is included
in the statement of operations.

Stock Redemption Agreement

On November 21, 2601, the Company entered intc a Stock Redemption Agresement
with a shareholder, in which the shareholder agreed to sell toc the Company
2,712,501 shares of the Company's commen stock, at approximately $£.77 per share,
which approximated market value, in exchange for potential future commissions of
52,068,622 on certain customers, as defined in the agreement. The shar
purchased in December 2001. Deferred commissions payable will be paid out basead
upen future commissions earned as defined in the agreement. The agreement does
not guarantee that future commissions will be earned. As of June 30, 2004, the
remaining balance of deferred commissions payable was $748,546. The Company has
classified $511,200 as an estimate of the current portion of this agreement
based on historical commissions. Had the payments to the shareholder for the
vear ended June 30, 2004 of §526,644 been recorded as marketing commissions
expense instead of a reduction of deferred commissions payable on the balance

8es wera



sheet, marketing commissions expense would have been higher by $526,644. We do
not anticipate recording these payments as marketing commissions expense until
sometime in Z006.

Stock Options

The Company has established the 2001 Ircentive and Nonstatutory Stock Option
Plan (the Plan), which authorizes the issuance of up to 625,000 shares of the
Company's c¢ommon stock. The Plan will remain in effect wuntil 2011 wunless
terminated earlier by an action of the Board. All employees, board members and
consultants of the Company are eligible to receive options under the Plan at the
discretion of the Ecard. Options issued under the Plan vest according to the
individual option agreement for each grantee.

During the year ended June 3C, 2004, the Company granted to an employee, options
to purchase 10,000 shares of common stock of the Company. These opticns vested
5,000 immediately and 5,000 in one year, were exercisable at $.39 per share and
expired in five years. These options terminated during the year ended June 30,
2004.

In January 2004, the Board of Directors granted 200,000 options to an officer of
the Company. These options vest 100,000 immediately and 25,000 each year for the
ensuing four years, are exercisable at $.23 per share and expire in five years.

During the year ended June 30, 2004, a total of 606,000 options were cancelled,
of which 450,000 were not issued under the Plan.

During the year ended June 30, 2003, the Board of Directors granted options to
employees to purchase 281,000 shares cf the Cempany's common stock that vest at
varying times between immediately and three years, are exercisable at between
$.36 to $.44 per share and expire five years from date of grant.

In April 2003, the Board of Directors granted options to purchase 25,000 shares
of the Company's common stock to a shareholder of the Company for prior services
rendered. These options vest immediately, are exercisable at $.40 per share, and
expire five years from date of grant.

In April 2003, as part of the Funding Agreement with TIntandem, the Board of
Directors granted to the principals of Intandem options to purchase up to
450,000 shares of the Company's commen stock. The exercise price of the options
was $.3€ per share and the opticns expired in five years. In conjunction with
the Terminaticn Agreement, these opticns were cancelled effective February 1,
2004.

In Fepruary 2003, the Board of Directors granted options to purchase 25,000
shares of the Company's common stock to a consulitant of the Company for services

rendered. These options vest over two yeax, are erercisable at $.48 per share,

-

and expire five years from date of grant.

In December 2002, April 2003 and June 2003, the Board cf Directors granted
opticns to purchase a total of 85,0600 shares of the Company's common stcck to
the four independent directors at that time of the Company as a partial fee for
services rendered as independent directors. The options vested immediately, are
exercisable at between $.38 and $.52 per share and expire in four to five years
from date of grant.
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Note 9 - Commitments and Contingencies

Operating Leases

The Company leases office space under operating lease agreements. Rent expense
for these leases for the years ended June 30, 2004 and 2003 was approximately
$145,000 and $141,000, respectively.

Future minimum lease payments under these leases are approximately as follows:

Year Ending June 30,

2005 $105,091
2006 64,856
2007 66,712
2008 7,413

COGNIGEN NETWORKS, INC.

Item 8. Changes In and Disagreements with Accountants on Accounting and Financial Disclosure.
None.
Item BA. Controls and Procedures.

Onder the supervisicn and with the participation of our management,
including our chief executive officer and the principal accounting officer, we
have evaluated the effectiveness of cur disclosure controls and procedures as of
a date within 80 days prior to the filing of this report. The have concluded
that these disclosure controls provide reasonable assurance that we can collect,
process and disclose, within the time periods specified in the Commission's
rules and forms, the information required to be disclesed in its periodic
Exchange Act repcrts.

There have been no significant changes in our internal controls or in other
factors that could significantly affect cur internal controls subsequent to the
date of their mest recent evaluation.

In preparing our audi the year ended June 30, 2004, our auditors
ider ‘ied potential cies within our internal contrel framework which
have the potential to result in a material control weakness. These potential
control  deficiencies relate to the manner in which we process transactions to
receord telecommunications revenue and related accounts receivable as our current
precesses and procedures require substantive manual intervention, estimation and
reliance on several sources of information that are not integrated with our
accounting system. We are currently analyzing these potential control
deficiencies and the actions needed, if any, to address these potential
deficiencies.

Item 8B. Other Information.

Cr: April 13, 2004, we filed a r Report on Form 8-K d 1 April 7,
in which we described under Item 5 that Gary L. Cook had replaced David L.
son as our  Secretary and  that David L. Jackson was no  longer a Vice
sident or an employee of ours.

On May 19, 2004, we filed a Current

on Form 8-K dated may 13, 2004,



that included a news release we issued on May 18, 2003, as an Exhibit under Item
7 and describing the news release under Item 12.

On June 3, 2004, we filed a Current Report on Form 8-K dated May 21, 2004,
describing the Stock for Stock Exchange Agreement between us and the Principals
of CST under Ttem 5 and filing the Stock for Stock Exchange Agreement as an
Exhibit under Item 7.
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